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Abstract

Greater trade integration, convergence in economic performance and a high level of
employment among member states: this was why the Euro Area was created. In this
respect, the paper analyses the sources of trade imbalances within the Euro Area,
focusing on the direct trade relationship—intra-EA trade—between surplus and
deficit countries. The econometric evidence based on a VAR/SVAR methodology
suggests that asymmetric wage shocks determine asymmetric gains from intra-EA
trade, resulting from opposing growth strategies. In addition, the empirical evidence
shows that the Euro Area is divided into two economic regions representing differ-
ent demand regimes: a northern region, which is profit-led and a southern region,
which is wage-led. The paper suggests that wage coordination is an essential macro-
economic tool but is insufficient to achieve trade and economic integration given the
current state of divergence. Thus, a trade-based transfer mechanism is proposed to
restore convergence in the Euro Area.
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The Community shall have as its task... to promote throughout the Commu-
nity a harmonious and balanced development of economic activities, sustain-
able and non-inflationary growth respecting the environment, a high degree
of convergence of economic performance, a high level of employment and of
social protection, the raising of the standard of living and quality of life, and
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economic and social cohesion and solidarity among Member States. (Maas-
tricht Treaty, Title I - Art. G2, 7 February 1992)

1 Introduction

Twenty-five years have gone by and the process of convergence has yet to take place.
On the contrary, the principles at the very basis of the creation of the community have
been left behind, and economic divergence has inexorably spread among founder
members of the Euro Area (EA). The first important test the Euro Area faced—the
Financial Crisis of 2008—<clearly revealed the flaws in the European architecture,
unable to cope cohesively with any of the three crises: economic, sovereign and
banking crisis. Ultimately the three became one: a political crisis. Rising inequalities
across countries brought a wind of change, but not as desired. Instead of establishing
the basis for a new European Union (EU), i.e. by creating mechanisms able to achieve
deeper economic integration and social cohesion, national interests prevailed, leading
to a counter-revolution: more independence and inward-looking policies.

Since political tensions are the natural outcome of economic fragilities, in order
to restore the common cohesive growth path established in the Treaty of Maas-
tricht, it is necessary to tackle the sources of economic divergence between Euro
Area members. By fixing the core of the European problems—the currency area—
the European Union will be able once more to attract, to retain and integrate coun-
tries within its economic community and monetary union. Hence this paper aims to
investigate the flaws in the European architecture by analysing the internal dimen-
sion of the diverging EA path, focusing on the dynamics of demand and trade flows
between surplus (Austria, Belgium, Germany, and the Netherlands) and deficit
countries (France, Italy, Spain, and Portugal).1

Since the mercantilism view, it has been debated about the importance of acquir-
ing foreign markets as a tool to sustain capital accumulation without hindering the
growth rate of domestic demand (Kalecki 1954). Although, pre-crisis, trade integra-
tion was promoted as a win—win strategy by the WTO and IMF, and trade imbal-
ances were thought to be temporary and negligible, after the crisis this view remark-
ably changed. Trade patterns started to be seen as structural, leading countries and
institutions to implement policies to achieve trade surpluses, which became the solu-
tion for fighting an economic downturn and achieving long-lasting growth. The clas-
sification initially developed by Bhaduri and Marglin (1990) concerning wage-led
and profit-led growth, was adapted for a new dichotomy: debt-led and an export-led
growth (Stockhammer 2015). These three features—demand-regime, trade and debt
patterns, as Stockhammer and Wildauer (2016) emphasises, are interlinked mac-
roeconomic dimensions, in which Euro Area members are bounded together by a

! This subdivision resembles one identified by Covi (2018) and Stockhammer and Wildauer (2016).
Moreover, I wish to stress that, taken together, the northern and southern region represent more than 90%
of total GDP in the Euro Area and have similar weight within the EA, 43% and 48% of GDP respectively.
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fixed exchange rate regime. According to this view, imbalances are the outcome of
opposing growth strategies, where export-led economies benefit from the increasing
indebtedness of deficit countries. The outcome is a diverging path and possible path-
dependency due to hysteresis: lower actual and potential production capacity com-
bined with higher structural unemployment (Ginzburg et al. 2013). The outcome
of these structural effects have been also empirically documented by Belke et al.
(2017), who found that countries belonging to the core of the Euro Area have faced
an increased synchronization of their business cycles, whereas peripheral countries
decreased synchronization with regards to the core countries.

In this macroeconomic context, given their wage-led nature, deficit countries, by
implementing wage restraint policies, may improve their export competitiveness to
the detriment of damaging their manufacturing base (Naastepad and Storm 2015).
The differentials in the cumulative growth and unemployment rates among the two
regions, 10 years after the crisis, are a clear proof of the long-lasting effects of nega-
tive demand shocks in wage-based economies (Stockhammer 2011a).

In this respect, the paper shows that although an extra-EA trade surplus was
achieved after 2014 by deficit countries,’ the intra-EA trade balance between defi-
cit and surplus countries is far from being restored. It still accounts for two-fifth of
the overall northern trade surplus, and it is, as share of GDP, 2% larger relatively to
the period before the creation of the common currency. According to these stylized
facts, the persistence in trade differentials within the Euro Area is counterintuitive
if analysed through the mainstream lens of the ‘consensus view’ (Baldwin and Gia-
vazzi 2015). The reversal in capital flows from core to periphery and deflationary
adjustments in the peripheral region would have restored the intra-EA trade balance
together with the rebalancing of the external position if they had been the key fac-
tors at work. This may suggest a latent process of hysteresis, in which current market
shares are pre-determined by past factors. Hence, intra-EA trade imbalances can be
interpreted in line with Myrdal’s cumulative and causation forces (1957): back-wash
and spread effects as the driving force behind persistence in the asymmetric gains
from trade.

On the one hand, one branch of research has attributed this structural change to
wages rising in excess of productivity in deficit countries, thereby driving up unit
labour costs, and in turn harming export performance and the trade balance of
southern EA countries (Flassbeck and Lapavitsas 2013). On the other hand, another
stream of literature has focused on the complementary role played by the German
labour market reforms implemented in the early 90s and the German wage mod-
eration also called Hartz reforms taken place in 2003 through relative price adjust-
ments (improved competitiveness and deeper market penetration) and income effects
(lower import demand) in building up trade surpluses vis-a-vis southern Europe

2 The extra-EA surplus is certainly driven by the nominal depreciation of the Euro that has led to a real
depreciation of the effective exchange rate. The only exception is France, which faces a persistent trade
deficit, the outcome of an expansionary fiscal stance.

3 Dynamic elements of trade between countries trigger what Myrdal identified as back-wash and spread
effects—and, hence, the possibility of uneven economic development (Blankemburg et al. 2013, p. 466).
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and non-EU countries (Dustmann et al. 2014; Ginzburg et al. 2013; Naastepad and
Storm 2015; Podkaminer 2017; Stockhammer 201 1a).*

In relation to the literature, the paper aims at analysing the consequences of these
downward-wage adjustments taken place in the northern region at the inception of
the EMU, rather than investigating the sources of these adjustments which are well
covered in the existing literature. Especially, the empirical analysis aims at disentan-
gling the propagation channels of those asymmetric and opposing wage variations,
their impact on the trade balance among the two regions, and those region-specific
factors reinforcing the structural differences, thereby creating a path-dependent pro-
cess. On the one hand, the paper empirically tests via a VAR methodology the Bha-
duri and Marglin (1990)’s hypothesis of wage-led and profit-led demand regimes in
the Euro Area by subsetting it in two economic regions reflecting opposing wage,
trade, and debt patterns. On the other hand, it quantifies via a SVAR methodology
the asymmetric effects of domestic and foreign wage variations on the intra-EA
trade balance among the two regions by disentangling the price and income effects.
Overall, the paper studies the impact of wage variations on demand and trade link-
ages within a monetary union via vector autoregression methodologies.

In this respect, empirical evidence is brought to support how initial downward-
wage adjustments in the northern countries, not only in Germany, contributed to the
accumulation of trade imbalances in the Euro Area. A VAR methodology shows
that the two blocks have opposing demand-regimes, profit-led in the northern
region, and wage-led in the south. Moreover, a set of stylized facts and empirical
evidence suggests that the southern and northern regions also match the categoriza-
tion of debt-led and export-led economies, as defined by Stockhammer (2015) and
Stockhammer and Wildauer (2016). In this respect, a stronger credit growth in the
South and increasing export surpluses in the North are reinforcing factors exacer-
bating the impact of asymmetric wage adjustments between regions with opposing
demand-regimes.

Next, a SVAR methodology is deployed in order to study the impact of domes-
tic and foreign wage shocks on Intra-Euro Area export and imports among the two
regions. The results show that a 1% wage decrease in the northern region (nega-
tive wage shock) increases the intra-EA trade surplus with the southern region far
more than a 1% wage increase in the southern region (positive wage shock), respec-
tively by 10.63% and 3.99% in a 5-year horizon. Results are robust when the intra-
EA trade balance is broken down into exports and imports, allowing the price and
income effects of wage adjustments to be disentangled. On the one hand, in a 5-year
period the cumulative price effect of a negative 1% wage adjustment in the north-
ern region increases northern exports to the southern region by 2.08% compared
to the cumulative income effect of a wage increase in the southern region, which

# For instance, labour market reforms increased wage-setting flexibility. In the early to mid 1990s, an
unprecedented increase in the decentralization (localization) of the process that sets wages, hours, and
other aspects of working conditions, from the industry- and region-wide level to the level of the single
firm or even the single worker, helped to bring down wages at the lower end of the wage distribution
(Dustmann et al. 2014: 176).
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increases them by 1.45%. On the other hand, the cumulative income effect of a wage
decrease in the northern region decreases southern exports by 0.59% on impact and
by 0.15% within 5 years, while the cumulative price effect of a wage increase in the
southern region decreases them by 0.53% on impact and by 0.19% within a 5-year
period. These findings are robust and estimates are qualitatively unchanged when
the shock is set to domestic wages. In this latter case, the cumulative price effect of a
1% increase in domestic wages increases southern exports to the northern region by
2% within a 5-year period. Overall, the empirical evidence sheds light on the EMU’s
trade imbalances controversy by clarifying the crucial role played by intra-EA trade
imbalances which accounted for 2/3 of the overall northern trade surplus as of 2007.
In this regard, the paper shows that: (1) downward-wage adjustments have helped
northern exports to penetrate the southern market, since the negative price effect of
an increase in northern wages is the most important factor among price and income
effects affecting trade imbalances between the two regions. (2) Wage increases in
the southern region tend to create a virtuous cycle of higher trade volumes, with
imports increasing faster than exports, thereby contributing also to the trade deficit
accumulation. (3) An expansion of the northern region’s aggregate demand through
rising wages may not be sufficient to stimulate exports from the southern region,
whose industrial structure has been weakened further by the crisis. Nevertheless, a
coordinated policy of raising wages in both regions may be able to rebalance part
of the current trade gap by restoring virtuous inter-linkages between demand and
supply factors so as to restart the process of trade integration. In this respect, wage
coordination is suggested in order to reduce the likelihood of asymmetric shocks
within a monetary union.

Overall, the paper argues that a clear understanding of the demand regime experi-
enced by a country/region can contribute considerably to policy effectiveness at the
European level. Given the lack of automatic stabilizers at the national level and the
Euro Area mandate to achieve homogeneous and balanced trade integration between
its members, the paper concludes by proposing an intra-EA trade-based transfer
mechanism to restore trade and economic convergence in the Euro Area.

The rest of the paper is organized as follows: Sect. 2 discusses the European
divergence in the light of Bhaduri and Marglin’s theoretical framework and a set of
stylized facts. Section 3 discusses the econometric method and presents the empiri-
cal results. Section 4 discusses the findings and provides policy implications. Sec-
tion 5 concludes.

2 The European divergence: theory and evidence
2.1 The original flaws of a currency area
Before the creation of the Euro, it was already known that asymmetric shocks

would be the main source of fragility in the Euro Area. Clear warnings were made
by Meade (1957), Scitovsky (1958), Mundell (1961) and lastly by Obstfeld (1997)
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concerning the single currency and the process of European economic integration.’
As pointed out by Mundell (1961, p. 664):

...an increase in foreign demand for the products of one of the regions would
cause an appreciation of the exchange rate and therefore increased unemploy-
ment in the remaining regions, a process which could be corrected by a mon-
etary policy which aggravated inflationary pressures in the first region; every
change in demand for the products in one region is likely to induce opposite
changes in other regions which cannot be entirely modified by national stabili-
zation policies.

This is still the essence of the Euro problem. If higher inflationary pressures are not
accommodated within the currency area, “this means that a potentially deficit mem-
ber of the free-trade area such as France might have to make an undue share of the
adjustment by a domestic deflation of its money incomes, prices and costs” (Meade
1957, p. 385). Given the clear mandate of the European Central Bank—price stabil-
ity—the latter option was the one implemented, endogenously driving the Euro Area
towards the current outcome: divergence. This was the reason why Meade argued for
‘national currency areas’ as a first step towards the single currency; the only way to
deal with European balance of payments disequilibria without preventing free trade
or destroying full employment (ivi., p. 396). In this respect, European policy makers
restricted themselves to facilitating free trade, delegating the full-employment objec-
tive to individual nations.® Ironically, Meade’s proposal was made in the conviction
that “full employment is more important than free trade for Europe” (ivi. p. 394).
This belief was based on the fact that governments at the time were “so wedded (and,
in my opinion, rightly so wedded) to the idea that it is one of their duties to pre-
serve full employment that the probable outcome of this solution would in fact be the
breakdown of the free-trade-area arrangements” (ivi. p. 385).

Astonishingly, nowadays European governments seem to have lost track of their
primary duties, or even more worrisome, believe that free trade and unrestricted cap-
ital mobility are more important than full employment. Meade’s theoretical explana-
tion is further corroborated by the pragmatic proposal made by Keynes for an ‘Inter-
national Clearing Union’ in the post-World-War II period. As was clear to Keynes,

5 Meade favoured national currency areas since Europe lacked the necessary condition of high labour
mobility between regions, whereas Scitovsky was in favour of a single European currency since he
believed it would promote greater capital mobility. Nevertheless he recognised the problem of asymmet-
ric shocks by emphasizing the need to render labour more mobile and to create a supranational institution
to promote and coordinate employment policies. See also De Grauwe (2018) for a detailed discussion of
both costs and benefits associated with having a common currency, as well as the practical workings and
current issues with the Euro.

© This was the misconception that free trade would bring higher living standards and lower unemploy-
ment in every sector and country through efficiency gains due to greater economic integration. Although
there is evidence of aggregate gains, unsurprisingly, they have distributional consequences, producing
winners and losers from trade (Autor et al. 2013).

7 Clearly the best outcome would have been to maintain full employment without setting restrictions
on intra-European trade, and this could have been achieved by sticking to the three main principles. See
Meade’s explanation for further details (ivi., 394).
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balance of payments disequilibria, and imbalances in international trade and capital
movements are major sources of instability (Keynes 1980). This instability at the
macro-level cannot be solved endogenously within the system since cumulative past
forces tend to reinforce structural differences, while only an exogenous restructuring
of the system itself can reverse those forces from preserving the pattern of speciali-
zation. The fundamental reason for this path-dependency was explained clearly by
Kaldor (1971, p. 8):

...owing to the existence of increasing returns to scale in the manufacturing
industries, any initial advantage in terms of export competitiveness tends to
have a cumulative effect, since the country which is able to increase its manu-
factured exports faster than the others also tends to have a faster rate of growth
in productivity in its export industries, which enhances its competitive advan-
tage still further.

Hence, the primary focus of the analysis should be the so-called ‘initial advantage’—
asymmetric wage adjustments—which triggered asymmetric intra-EA trade flows, and
the subsequent divergent process. Nevertheless, a second important point needs to be
addressed: what could have been done to prevent Myrdal’s (1957) circular and cumula-
tive principle of cause and effect from taking place? As Kaldor says, fiscal union is the
natural solution to trade imbalances in a political union: “a region which forms part of
a political community, with a common scale of public services and a common basis
of taxation, automatically gets ‘aid’ whenever its trading relations with the rest of the
country deteriorates”, the so-called built-in fiscal stabiliser (1970, p. 345).8

However, the Euro Area is only a monetary union, and it seems unreasonable now
to imagine that the trade benefits acquired by surplus countries, low unemployment
and faster growth, would be surrendered. Nevertheless, that is not the final state-
ment on the Eurozone; a unified macroeconomic solution needs to be found, which
goes beyond regional differences, and inclusively, aims to reinforce long-run growth
potential. Keynes and Meade point to this direction: the need to set up the right
macro system to allow micro behaviour by firms and households to work optimally
within the system. Only with the right institutional set-up it is possible to achieve a
high degree of convergence. Hence Meade’s suggestion of ‘national currency areas’
for EA members and Keynes recommendation of an ‘International Clearing Union’
for the world economy.

As we have seen, the original flaws in the European institutional design have led to
impoverishment and social discontent within the Euro Area. If the European system
cannot endogenously rectify the instability, given the current architectural design,
divergence will lead to more divergence. If, on the other hand, we do not accept this
outcome, and believe in the principles established by the Treaty of Maastricht, insti-
tutional arrangements need to be upgraded to enable the system to work for conver-
gence and not against it. For this purpose, it is essential to shed light upon the current

8 Arestis and Sawyer (2004, p.6) emphasize that (1) a political union is a prerequisite for the survival of
a monetary union; and (2) in the absence of political union economic convergence is necessary for the
survival of the monetary union.
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structural diversities the two core regions of the Eurozone are facing, clarifying the
particular features of both growth strategies, and seeking to understand what insti-
tutional set-up promotes convergence. This could pragmatically shape a long-term,
sustainable project for inclusive-growth within the Euro Area and create the premise
to extend the monetary union to the European Union as a whole. To boost further
integration into the single currency, and make the benefits of joining outweigh the
costs of a loss of flexibility when adjusting to shocks, it is crucial to set up a macro
mechanism able to promote complementarities between members, to stabilize intra-
EA imbalances, and ultimately reach full employment. Creating such a mechanism is
of vital importance for the prosperity of the single currency and its member states as
much as Keynes’s proposal was a key factor in shaping the post-war period.

2.2 Profit-led and wage-led regime

The Bhaduri and Marglin framework (1990) is a neo-Kaleckian model where the
income distribution between wages and profits plays a central role on the accumu-
lation of capital, and the rate of investment is an increasing function of the rate of
profit. The economic growth approach of Cambridge economists like Robinson
(1962) and Kaldor (1956) shares with Kalecki his central concern for distributive
and conflicting shares between wages and profits, here modelled via a VAR sys-
tem approach (Rima 2003). There are, of course, alternative heterodox approaches
to Keynesian theories of growth. If the origin of this demand-led growth approach
can be traced back to Garegnani (1978-1979), others early contributions are those of
Vianello (1985), Ciccone (1986) and Kurz (1986). And the debate has been further
enriched by Sraffian authors introducing a ‘Supermultiplier’ approach for demand-
driven growth (Serrano 1995; Cesaratto et al. 2003).°

However, this paper analyses the crisis of the Euro Area according to the B&M
theoretical profit-wage framework since it fully matches the stylized facts presented
in Sect. 2.3, and allows us to interpret consistently the current macroeconomic envi-
ronment of the EA, its evolution, and to provide clear policy indications.

In this regards, the cornerstone of this theory is that investments may respond posi-
tively or negatively to a wage reduction depending on whether investors react strongly
or weakly to an increase in the profit margin. In the former case, a decrease in wages
may stimulate investments since the higher profit margin fully compensates the nega-
tive effect of a fall in consumption. The conceptual framework is that by increasing
wages, enterprises face higher labour costs, which in turn reduce the profit margin per
unit of output. However, the increase in wages increases consumption leading to an
increase in corporate sales, and therefore boosts aggregate profits through an increase

° The term and the concept of a ‘super-multiplier’ of the ‘autonomous’ investment was for the first time
introduced by John Hicks in his seminal work on trade cycles (1950, p. 62), in many profiles then criti-
cized by Kaldor (1951). For a comprehensive review of Neo-Kaleckian and Sraffian controversies on
the theory of capital accumulation, see Cesaratto 2015. A research project based on the wage-led and
profit-led neo-Kaleckian models and the central role of functional income distribution in growth perfor-
mance has been sponsored some years ago by ILO. Now an update summary on the findings of the many
empirical researches and some very important policy implication are edited by Lavoie and Stockhammer
(2013).
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in the quantity of output sold. Depending on whether the former effect dominates the
latter, the posture of the economy assumes a profit-led or a wage-led regime. Never-
theless, if this is true in a closed economy, i.e. the right balance may exist between
wages and profit margins, in an open economy additional dynamics may change the
overall outcome. Indeed, in an open economy, the ‘trade effect’ may enable profit-led
growth to be fully effective and sustainable. Although a decrease in wages increases
the profit margin—as in a closed economy—with a positive effect on investments, the
negative effect of falling domestic consumption is compensated by increased foreign
sales. In a closed economy, a trade-off is in place between a decrease in the wage share
and an increase in the profit margin through higher investments and lower consump-
tion, but in an open economy the two positive effects clearly outweigh the negative.

Moreover, provided trade interdependence increases, the greater the share of
corporate sales from foreign markets, the more sustainable and effective is a wage
restraint policy in producing growth. In this framework, “a wage-led expansion
derived from the stagnationist logic may be given up in the pursuit of export surplus
by following restrictive macroeconomic policies to keep down real wages (and infla-
tion) for greater international price competitiveness” (Bhaduri and Marglin 1990, p.
388). Moreover, an export surplus cannot be achieved at the same time by all trad-
ing partners, thus trade imbalances and growth differentials develop endogenously,
establishing winners and losers from trade.

Lastly, real-wage adjustments were initially thought of in this theoretical framework
as a wage rate variation through the exogenous variation of the exchange rate. This
would affect export prices, but also import prices such as raw materials, increasing
aggregate profit through higher volumes of sales, and at the same time it would reduce
the profit margin, with ambiguous effect. In the case of the Euro Area, no exchange
rate divides the northern region from the southern region, and the wage-adjustment
in the northern region directly depressed the northern wage share. In this macroeco-
nomic context, four headwinds play against the southern region’s ability to respond to
negative foreign wage adjustments: (1) without an exchange rate the southern region
cannot devaluate to counterbalance the loss in competitiveness; (2) given intrinsic
wage-stickiness, wages tend to rise in the southern region, producing and even wider
wage-gap between the two regions; (3) curbing wages in the southern region may be
counterproductive if its economic structure is in a wage-led regime; (4) the process
induces divergence between the two regions, which becomes self-reinforcing given the
lack of counterbalancing tools at the national and supranational level.

2.3 Two regions, two interconnected economic regimes

The first and crucial point the paper highlights is that a structural downward adjust-
ment of the wage share (WS) took place not only in Germany, as focused on in the
literature, but also in the Netherlands, Austria and Belgium. 10

10 In particular by implementing the ‘pact for work, education and competitiveness’ in 1998, the Ger-
many of Gerhard Schroder (Bofinger 2015) saw the wage share over GDP decrease for eight consecutive
years.
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As is clear from Table 1, the adjustment took place between 1996 and 2007 in
all northern countries: the wage share in Austria decreased by 3.7% of GDP, in
Belgium by 1.3%, in Germany and the Netherlands by 4.5%. Overall the northern
region experienced a reduction in the wage share between 1996 and 2007 of 4.2%.
During the same period, the southern region experienced a smooth increase in the
wage-share of almost 0.8% over GDP'°. Hence, the first stylized fact refers to the
asymmetric and opposite-sign variation in the wage share. After the crisis, a positive
adjustment took place in the northern region, which did not offset the initial reduc-
tion. Moreover, although wage-restraint policies were implemented in the Southern
region, the wage share further increased by 0.8% of GDP due to a deep economic
crisis (the denominator decreased faster than the numerator), thereby partially off-
setting the adjustment in the northern region.

This structural change in wage policy in the northern region, in conjunction with
multiple factors during the creation of the common currency, directly impacted on
the trade balance with the rest of the world (TB), whose surplus increased by 5.5%
over GDP between 1996 and 2007—Table 1. On the contrary, the southern region
shifted from a trade surplus to a trade deficit, with a deterioration in its trade balance
by 3.9% of GDP.

This opposing trade pattern is explained in the literature as the result of the
interaction of multiple dimensions: the effects of eastward enlargement and the
impoverishment of the production matrix in peripheral countries (Ginzburg et al.
2013); the strong trade relationships of Germany with fast-growing countries, and

Table 1 Wage share, trade balance, intra trade balance, and debt level as share of GDP in the northern
and southern region. Source: Eurostat, OECD, BIS

Time AT (%) BE (%) DE (%) NL (%) North (%) IT (%) FR (%) ES (%) PT (%) South (%)

WS

1996 41.1 37.1 43.0 422 422 269 369 37.8 38.2 334
2007 37.4 35.8 38.5 37.7 38.0 28.0 372 37.9 36.2 342
2016 39.6 36.2 41.7 38.7 40.5 293 38.1 37.5 34.2 35.0
TB

1996 -32 -03 0.2 6.8 0.9 3.1 1.2 1.1 -46 1.7
2007 3.6 2.9 6.7 8.4 6.4 -04 -11 -60 -71 =22
2016 3.9 2.5 6.5 11.6 6.8 22 -29 41 -12 03
INTRA TB

1996 —-04 53 0.5 3.8 0.8 -06 -16 —-14 -1.1 -06
2007 1.8 9.0 3.1 7.1 42 -25 -34 -40 -40 -33
2016 0.7 7.6 1.8 7.3 2.9 -16 -39 =21 =27 =25
Debt

1999 187 261 183 257 203 193 190 172 126 187
2007 210 258 183 278 208 218 217 240 193 224
2016 244 352 185 309 226 275 299 284 192 289

WS, TB, Intra TB and DEBT refer respectively to the wage share, trade balance with the rest of the
world, the trade balance with the other region, and the debt of the non-financial (private and public) sec-
tor. Data for the debt level is at market value
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regionalized production in the export sector (Danninger and Joutz 2008); the strong
non-EA demand for German products, and gains in competitiveness following Ger-
man labour market reforms (Kollmann et al. 2015); growing debt levels in defi-
cit countries boosting aggregate demand in the rest of the Euro Area and, in turn,
import demand (Belke and Dreger 2013).

Overall, the focus in the literature was on Germany, southern Europe and the
trade relationships between Germany and non-EU countries. Table 1 aims to com-
plement the state of the literature by showing that in 2007 two-thirds of the northern
surplus (4.2% of GDP) came from intra-EA trade with the southern region, and two-
fifths directly with France, a country outside southern Europe but which perfectly
mirrors the wage, trade and debt patterns of the so-called European periphery. All
the more so, France in 2016 was the country with the largest trade deficit with non-
EA countries, the northern region and other countries in the southern region.

The network charts in Fig. 1 summarize net export—import flows between coun-
tries of the two regions. Before the monetary union was created in 1999 (Fig. 1a),
the export surpluses between regions were smaller (thickness of the arrow and size
of the nodes) and more diversified between countries than after the Euro inception
(Fig. 1b). In fact, net export flows especially from Germany and the Netherlands
increased within and outside the northern region. Italy and Spain became net import-
ers from the northern region, while France became the hub of export surpluses from
both regions. After the crisis hit (Fig. 1c) and capital flows were reversed, intra-EA
trade imbalances remained strong, and in some cases, such as France in relation to
Germany, the Netherlands and Belgium deteriorated further. Hence, the second styl-
ized fact refers to the drastic shift of barycentre in trade relationships within the EA,
resulting in clear winners and losers from trade.

The change in trade relationships is increasingly structural in the way it affects
the productive capacity of a country. Almost 80% of the value of intra-EA trade
flows comprises manufactured goods classified in the Standard International Trade
Classification (SITC) as chemicals (Sector 5), machinery and transport equipment
(Sector 7), and other manufactured goods (Sectors 6, 8). A possible interpretation
to assess the stylized facts presented necessarily reflects Kaldor’s summary of the
role of increasing returns to scale: “success breeds further success and failure begets
more failure” (1981, p. 596). The initial advantage in terms of export competitive-
ness derived from wage restraint policies has a cumulative effect. The existence of
increasing returns to scale in manufacturing industries has allowed the export sec-
tor to achieve productivity gains, which further strengthened the initial competitive
advantage. In this way, “free trade in the field of manufactured goods leads to a con-
centration of manufacturing production in certain areas—to a “polarisation process”
which inhibits the growth of such activities in some areas and concentrates them
in others” (ibid.). The thickness of the arrows—exports surpluses—in Fig. 1, their
trend and persistence even after deflationary pressures hit deficit countries, indicates
the production polarisation process within the EA.

Furthermore, a decrease in domestic wages not only improves net exports
through lower unit labour costs, but negatively affects imports, i.e. the exports of
foreign countries, due to a shrinking domestic aggregate demand. In this macro-
economic context, without supranational mechanisms—exchange rate adjustments,
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(a) Net Export Flows 1994-1998

Fig. 1 Intra Euro Area export and import flows between deficit and surplus countries. Note: Arrows show
the average trade surplus among countries in the specific time period. The amount of flow is represented
by the thickness of the arrow. Countries are divided into two subsets: red for Austria, Belgium, Germany
and the Netherlands (surplus countries), and blue for France, Italy, Portugal and Spain (deficit countries).
Nodes’ size in the left panel reflect the sum of net exports, whereas in the right panel nodes’ size reflect
the sum of net imports. The delta in node’s size between left and right panels represent trade surplus of
each country

@ Springer



Empirica (2021) 48:181-221 193

fiscal transfers, and any automatic counterbalancing stabilisers—the southern region
became a chronic debtor to the northern region and the rest of the world. This rep-
resents the original flaw in Euro Area architecture: deficit countries underwent the
effects of wage-policy adjustments in the northern region without any domestic pol-
icy tool to counteract the negative trade spiral. Kalecki describes neatly the dynam-
ics of the macro mechanism at work (1954, p. 51):

The capitalists of a country which manages to capture foreign markets from
other countries are able to increase their profits at the expense of the capitalists
of the other countries.... The counterpart of the export surplus is an increase
in the indebtedness of the foreign countries towards the country considered....
The counterpart of the budget deficit is an increase in the indebtedness of the
government towards the private sector.... The above shows clearly the signif-
icance of ‘external’ markets (including those created by budget deficits) for
a capitalist economy.... It is the export surplus and the budget deficit which
enable the capitalists to make profits over and above their own purchases of
goods and services.

Therefore, the interaction between wage adjustments and net export flows within
a monetary union does not work in isolation, but impacts on a third dimension, the
level of private and public debt. According to Table 1, the debt level of the non-
financial sector (private and public) in the northern region increased between 1999
and 2016 by 23% over GDP, compared to a steady increase of 102% in the southern
region.!! The third dimension is the financial linkage between the two regions, and
the continuity of its smooth functioning assures the viability of both the export- and
debt-led growth models (Stockhammer 2015, 201121).12 Moreover, in this regard
there is a substantial difference between the two regions: the debt overhang in the
northern region is mainly the outcome of private debt decisions, while in the south-
ern region, the public sector is an important driver of the country’s total debt.'* This
difference also exists in the private dimension with regard to household and non-
financial corporation debt. Hence, the third stylized fact refers to the asymmetric
dynamics of private and public debt levels in the two regions.

This reflects not only a structural weakness and an unsustainable process in
the EA macro-mechanism, but also a potential economic and political constraint
to restore convergence. Hence, it produces sticky path-dependency by impairing

! The only exception is Portugal, with a wage share reduction. However, this reduction was smaller
than in three of the four countries in the northern region, thereby resulting in a loss of competitiveness
compared to countries in the northern region. The outcome was the deterioration of the non and intra-EA
trade balance.

12 Looking at single countries, Belgium underwent a remarkable increase in its debt share over GDP,
almost 90%. This is the only exception among northern countries, and is lower than the debt increase in
Spain and France.

13 This does not mean that adjustment on both sides is unnecessary; it is urgent in order to avoid future
political and economic crisis in the EMU. Otherwise, given the crisis-prone system, when the instability
of the mechanism develops once more, painful endogenous restructuring will take place, and social and
political discontent will again undermine the benefits of monetary union, with harsher consequences than
before.
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current growth as well as by constraining future growth. In this way, the existence
of economic divergence becomes a chronic feature of the monetary union, and the
economic costs of joining outweigh its benefits, while the political costs of leaving
are smaller than would be the case under a harmonious and balanced development
of economic activities.

In the next section, the empirical analysis assesses the impact of wage adjust-
ments on economic activity defining the demand regime in both regions, as well as
their effects on the trade balance between the two regions.

3 Empirical approach

The aim of the empirical investigation is twofold: to test the aggregate demand
regime in both regions—the wage-led and profit-led hypothesis—and to evaluate
the impact of wage variations on the trade balance between the two regions. In this
respect, two different model specifications are used. A VAR model tests the demand
regime and a SVAR quantifies the causes of the intra-EA trade surplus/deficit. The
analysis focuses on short-term business cycle fluctuations, i.e. in a period of 2 to
5 years. No assumptions are made on long-term equilibrium, which would require a
VEC model and a cointegration analysis.

A VAR system approach is implemented following the specification of Stock-
hammer and Onaran (2004), and Jump and Mendieta-Munoz (2017) so as to treat
functional income distribution as endogenous, avoiding any endogeneity bias.'* The
analysis is performed in first differences since unit roots tests suggest that variables
are integrated of order one.'> Furthermore, the standard specification of Bhaduri and
Marglin (1990) is augmented by including financial controls, which, according to
the most recent literature (Stockhammer 2017), have important effects on demand
dynamics and may help to overcome the omitted variable bias from which the results
in the literature suffer. Overall, this modelling framework overcomes three important
deficiencies of the current literature as clearly detailed by Onaran and Obst (2016)
by adopting a VAR methodology augmented with financial control variables.'

4 As explained by Borio and Disiyatat (2015, p. 7) current accounts and hence trade imbalances rep-
resent net wealth transfers and not financial flows from surplus to deficit countries. Therefore domes-
tic credit plays a crucial role in stimulating import demand, which can be financed entirely at home or
abroad, regardless of the current account position.

15 The alternative approach in the literature is the single equation approach. The advantage is that results
are easier to interpret than in a VAR. On the negative side, results may include estimation bias aris-
ing from the fact that it treats functional income distribution as exogenous and does not consider invest-
ments, consumption and net exports as parts of GDP (Ederer et al. 2009, p. 145). For a detailed compari-
son of the methodologies, see Onaran and Obst (2016, p. 1526).

16 Onaran and Obst (2016: 145) clearly detail the advantages and disadvantages of using a single equa-
tion approach than a VAR system of equations as follows. “With regard to a single equation approach,
there are three major qualifications that apply for all the results to be reported. First, functional income
distribution is assumed to be exogenous. Obviously this is not the case. Demand will affect functional
income distribution in at least two ways: mark ups typically vary procyclically (for example, if mark
ups are set on normal ULC) and unemployment will typically (though usually with a time lag) have a
negative effect on the wage share. Endogenising income distribution would require a different model-
ling strategy. Second, the paper takes the single equation approach widely used in the literature. The

@ Springer



Empirica (2021) 48:181-221 195

3.1 Data and methodology

The data are quarterly ranging from q1-1996 to q4-2016, totalling 84 observations.
The data are aggregated at regional level weighted by the share of each country’s
GDP. The variables used for the analysis are: (1) gross fixed capital formation [/];
(2) private consumption expenditure [C]; (3) exports and imports vis-a-vis the
rest of the world [X, M]; (4) unemployment rate [U]; (5) unit labour cost [ulc]; (6)
wages [W]; (7) private-non financial sector debt [PD]; (8) the real effective exchange
rate—narrow index [reer]; (9) long-term interest rate [ir{]; (10) intra-EA exports and
imports in goods between the two regions [I[NT_XINT_M]. Variables from (1) to (3)
were downloaded from OECD’ Main Economic Indicators (MEI) database and (4)
to (6) from OECD’s Economic Outlook No 100, while (7) to (8) from Bank of Inter-
national Settlements (BIS) database, and (9) to (10) from Eurostat. Definitions and
data sources are provided in Table 7 in "Appendix".

Given the above, the CPI price deflator provided by the OECD database concern-
ing variables (1) to (3) is applied to W, PD, and INT_X and INT_M, which are
at current prices. Ultimately INT_X and INT_M, unadjusted data, are seasonally
adjusted by regressing the original series on a set of quarterly dummies. Therefore,
the overall dataset is at constant prices (base year 2010) and is seasonally adjusted.

The VAR was estimated with four lags and seasonal dummies.!” This lag struc-
ture was used for the following reasons: (1) in a small sample the Akaike Informa-
tion Criterion (AIC) selects the correct specification more often (Lutkepohl 2005);
(2) to get rid of any serial correlation in the residuals in each specification, which is
verified by an LM test'®; (3) economic variables such as gross fixed capital forma-
tion may take longer than one or two quarters to respond to changes in economic
conditions. '

A summary of the model specifications and LM tests is provided in Table 8 in
"Appendix". The overall analysis is carried out on 79 data points, since 1 observa-
tion is lost on first-differences and 4 for the lag structure.

Footnote 16 (continued)

single equation approach fails to make use of the fact that consumption, investment and net exports (and
state expenditures) add up to GDP. For both limitations a systems approach, such as the VAR approach
used by Stockhammer and Onaran (2004), may be a solution, which, however, comes with its own cost,
because results are more difficult to interpret. It is important to note that the convenience of interpreta-
tion of the results of the single equation approach come at the price of some bias because the system
dimension is ignored”.

17 This is standard practice in the literature (Jump and Mendieta-Munoz 2017; Onaran and Obst 2016).
Stationarity tests are available on request.

18 Although seasonal dummies have little impact on the results, they are necessary to avoid autocorrela-
tion in the residuals.

19 Following standard practice in modern econometric modelling, a different lag specification was
applied whenever there was evidence of residual autocorrelation. However, results are robust to alterna-
tive lag lengths. Moreover, the different VAR specifications satisfy stability condition, i.e. all the eigen-
values lie inside the unit circle.
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3.2 Model specification
3.2.1 Aggregate demand regime

Model one is set up to assess the impact of a wage share adjustment on the demand
regime. The variables are entered into the vector [WS, I, C, TB, U] and identification
is based on a lower-triangular Cholesky decomposition according to this particu-
lar ordering. The underlying economic intuition for this selection is that a reduc-
tion (increase) in the wage share has two opposite effects: it increases (decreases)
corporate profits, which in turn boost (impair) investments, GDP and so exports
over imports; on the contrary, it decreases (increases) aggregate domestic demand
through falling (rising) disposable income, which in turn negatively (positively)
affects investment decisions and therefore aggregate demand. Depending on whether
the former effect predominates the latter, the demand regime is profit- or wage-led
(Bhaduri and Marglin 1990).

In this context, a shock to the wage share [WS] affects all variables simultane-
ously. This implies that wages do not react to GDP components or unemployment
within a quarter. This assumption, though not always satisfied, is in line with the
literature on wage-led aggregate demand (Druant et al. 2012; Jump and Mendieta-
Munoz 2017).2° Moreover, placing first the wage share is consistent with the stream
of literature and the stylized fact emphasising that the downward wage adjustment
in the northern region was the response to structural reforms implemented in the
labour market which slowed-down wage growth relative to GDP growth (Kollmann
et al. 2015; Naastepad and Storm 2015). This allows us to isolate the wage shock
with a good level of approximation since it was the results of an exogenous policy
decision, and therefore assess how a shock to wages and the wage share may impact
the GDP components and the unemployment rate. Overall, the benefit of deploying
this identification strategy is to treat the shock to wages to be exogenous to the rest
of the variables of the system. Therefore the implicit assumption is that the shock
to wages is not contemporaneously affected by other shocks. In the robustness sec-
tion, this assumption is relaxed, and the wage share is allowed to contemporaneously
react to other variables.

Observe that, since the focus is on the impulse responses to a wage share shock
only, the ordering of the variables after the wage share does not affect the impulse
responses (Christiano et al. 1999).

To sum up, the baseline model is a five-variable VAR, which is increased grad-
ually to an eight-variable VAR by controlling for the real effective exchange rate
[reer], the long term interest rate [ir/] and private non-financial sector debt [PD].

20 Stcokhammer and Onaran (2004) adopt a lag length of four on semi-annual data—2 years—to capture
the effects on investments.
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3.2.2 Intra-EA trade balance

Model two is fine-tuned to assess the impact of wage variations on net exports
between the northern and southern region. All the variables are transformed into
growth rates by taking the natural logarithm and then the first differences. This
differs from model one because wages and net exports are not treated as share of
GDP. The advantage is the good fit of the model, which better captures the effects of
domestic and foreign wage variations on net export flows between the two regions.!
The identification scheme is based on the lower-triangular Cholesky decomposition,
and the vector of endogenous variables become: [W*, W, I, C, INT_NX, ULC], where
W*andW represent respectively wages in the foreign and home region, and INT_NX
the net exports between the home and the foreign region.?

Given that throughout it is assumed that W does not simultaneously react to
[Z, C,INT_NX, ULC] it seems reasonable also to assume that it does not simultane-
ously react to W*. This is achieved by imposing a zero restriction on the response of
W to W*. Moreover, it also reasonable to think that the effects of foreign wage varia-
tions are transmitted to the domestic market through the export and import channel,
i.e. through a change in net exports. Accordingly, a zero restriction on the response
of [I,C, ULC] to W* is imposed. Therefore W* is allowed to have a simultaneous
relationship only with [INT_NX]. Thus, a structural over-identified VAR (SVAR) is
estimated.

Furthermore, since the model aims to explain trade flows which are not subject
to exchange rate variations—intra EA—the real effective exchange rate is dropped
from the model and replaced with the unit labour cost.?* In addition, to avoid mak-
ing the SVAR too large and so run out of degrees of freedom, the debt ratio and
interest rate are also dropped. To sum up, the baseline model is a six-variable SVAR,
which becomes a seven-variable VAR by separating the trade balance into its com-
ponents, exports [INT_X] and imports [INT_M]. This helps to trace the sources of
intra-trade imbalance movements, and to interpret the income and price effects of
wage variations.>

2l WS TB, PD are weighted by GDP, while C, I and reer are transformed in natural logarithm. Then first
differences are taken for all the variables in the model, i.e. WS, C, I, TB, U, irl, reer, pd.

22 If in the first specification, working with the trade balance as a share of GDP is binding since the over-
all trade balance is both negative and positive during the sample period—hence growth rates cannot be
computed—in the second specification net exports between the two regions are positive for the northern
region throughout the entire sample. This allows the growth rate of net exports for the northern region to
be computed. Since the growth rate of the net exports of the southern region is specular, we need only
multiply by — 1 the series obtained for the northern region.

23 This approach was used by Beetsma and Giuliodori (2011) who assessed the impact of the foreign
economic activity of thirteen EU countries on the domestic activity of one EU country. They analysed
the potential gains from the coordination of fiscal expansion. As in this analysis, the focus is on the
potential gains from wage coordination across EA countries, and the potential negative spillover if wage
policies are settled independently.

24 This is also consistent with the literature focusing on intra-EA trade imbalances. See for example Gin-
zburg et al. (2013) or more generally for trade imbalances see Naastepad and Storm (2015).
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3.3 Empirical results
3.3.1 Impulse response function analysis: aggregate demand regime

Figure 2 shows the baseline cumulative orthogonalized impulse responses to a unit
standard deviation wage share adjustment and 90% confidence bands, respectively
for the northern region (left panel) and the southern region (right panel).?

It is evident that an increase in the wage share has remarkably different effects
in the two regions. First, investments tend to fall in both regions within 1 year, but
more sharply and with greater persistence in the northern region than in the south.
Overall, after 20 quarters, an increase in the wage share increases investments in
the southern region and decreases them in the northern region, although only for
the latter the effect is strongly significant at 90%. Regarding the southern region,
statistical significance at 60% holds only on impact and after 20 quarter (Table 2).
Consistently, consumption tends to fall in the northern region and rises in the south-
ern region, while the trade balance falls in both regions. In this case, results show
statistical significance at 90% for the impulse response of the trade balance, whereas
the consumption response is statistically significant at 60%. Remarkably, the effect
on the trade balance in the northern region is much stronger than in the southern
region, with a sharp effect on impact. Lastly, the unemployment rate, which can be
interpreted as a proxy for the overall economic activity and labour market dynamics,
increases in the northern region and decreases after 1 year in the southern region,
though in the latter is not statistically significant. All in all, the northern region
demand regime can be classified as profit-led, while the southern region is in a
wage-led regime.

This result underlines the role played by functional income distribution on aggre-
gate demand, i.e. the relationship between output—investment, consumption, trade
balance—and unemployment. The sequence of causal relationships among endog-
enous variables can be divided into three steps: (1) the positive adjustment of the
wage share decreases investments on impact and the trade balance, causing invest-
ments to fall further; (2) the fall in investments increases unemployment, which in
turn offsets the positive effect on consumption of the initial increase in the wage
share; (3) falling consumption negatively affects investments giving rise to a vicious
circle.

On the first point, Stockhammer (2008) emphasize that the degree of openness
is crucial in determining the overall regime. The sharper fall in the trade balance on
impact in the northern region is consistent with the difference in the degree of open-
ness between the two regions: in 2016, the sum of exports and imports in the north-
ern region amounted to 113% of GDP, compared to 63% in the southern region. To
be precise, as a share of GDP exports and consumption account respectively for 60%
and 52% in the northern region, against 32% and 57% in the southern region.

25 The trade balance decomposition in a VAR approach is used by Beetsma et al. (2008) to assess the
effects of a shock to public spending.

@ Springer



Empirica (2021) 48:181-221 199

Northern Region Southern Region
Wage Share (WS) Wage Share (WS)

0.2 B TS

Fig.2 Cumulative orthogonalized impulse response functions to a wage share shock. Note: The Shock is
the first in the Cholesky decomposition (unit standard deviation). The solid line refers to point estimates,
dotted lines to 90% confidence region. The responses are expressed as a percentage of the underlying
variable, except for the unemployment rate, which is in basis points, and the wage share and trade bal-
ance, which are shown as a percentage of GDP
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Table 2 Robustness: Cholesky ordering comparison

Shock: Wage Share Impact Effect After one year After three years After five years

a) Baseline: Order First North South North South North South North South
Wage Share / GDP 1.0 1.0 0.96 1.00 0.48 0.94 - 052_ 088 _
Investments -2.00 -0.56 -4.82 -0.94 -3.33 1.25 1 -2.59 1.88 :
Consumption -0.33 0.06 -0.48 0.63 -0.41 1.63 1 -0.30 1.94 1
Trade Balance / GDP -0.67 -0.31 -0.85 -0.50 -0.74 -0.81 : -0.74 -0.94 :
Unemployment 0.11 0.00 0.67 0.13 0.82 -0.13 1_0.67__ _-025_,

b) Baseline: Order Mid North South North South North South North South
Investments 0 0 217 044 -1.00 138 104 T T9R
Consumption 0 0 0.17 0.50 0.25 1.31 :_ 029 _I_ 1_5_6_!
Wage Share / GDP 1.0 1.0 1.04 0.94 0.83 0.88 _083__ _081_.
Trade Balance / GDP -0.71 -0.25 -0.96 -0.44 -0.96 -0.69 1 -0.96 -0.78 1
Unemployment 0.06 -0.03 033 0.08 031 -0.13 '027___-024!

¢) Baseline: Order Last North South North South North South North South
Investments 0 0 209  -067 -1.64 0.13 P IR XS
Consumption 0 0 0.14 0.20 0.08 0.60 p 013 0.67
Trade balance / GDP 0 0 -0.46 -0.10 -0.41 -0.24 1 -0.41 -0.29 1
Unemployment 0 0 0.19 0.22 0.29 0.21 ' 024__ _ou_!
Wage share / GDP 1.0 1.0 1.05 0.97 0.82 0.80 0.77 0.73

The cumulative orthogonalized impulse responses are expressed as a percentage of the underlying vari-
able, except for the unemployment rate, which are in basis points, and the wage share and the trade bal-
ance, which are shown as percentages of GDP. Confidence regions are highlighted by the cell colour,
light grey for 90% and dark grey 60%, respectively

Clearly exports weigh more than consumption in the northern region, therefore
the shocks affecting the international competitiveness of products tend to have
more negative effects on output than shocks affecting domestic demand. Con-
versely, domestic shocks have a stronger negative effect on output in the southern
region, since consumption is undoubtedly the most important component of aggre-
gate demand. This difference underlines the transmission channel through which a
wage share increase/decrease propagates within the economy, and the nature of the
demand regime.

Moreover, a fall in investments, given they are the key variable explaining aggre-
gate unemployment across countries and over time (Stockhammer 2011b), affects
the current and future level of unemployment. Indeed, the unemployment rate
increases faster in the northern region than in the southern region consistently with a
sharper fall in the investment rate. This amplifies the negative effects of an increase
in the wage share in the northern region, resulting in a lower level of consump-
tion, which in turn negatively affects investments, and thus creates a vicious cir-
cle of unemployment and low investments. On the contrary, the rise in consumption
expenditure in the southern region—the engine of a wage-led regime—is able to
counterbalance the fall in the trade balance, pulling investments out of the negative
territory after 6 quarters. Unemployment decreases after 8 quarters, consumption
further increases, as do investments.

Table 2 summarizes at specific moments after the shock the results of the baseline
responses to an increase of 1% of the wage share in the two regions according to two
different Cholesky orders. Although consumption slightly increases in the northern
region both when the wage share is placed as third and last variable in the vector
of endogenous, the overall effect on GDP is negative. This is due to the fact that
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the weight of consumption as share of GDP, almost 54% through the entire period
of the analysis, is not enough to compensate for the decline in investments and the
trade balance weighting respectively almost 20.8% and 4.3% of GDP. Moreover, we
need to emphasize that the positive impact on consumption in the northern region is
never statistically significant. Overall, results for the northern region are driven by
the strong negative responses of investments and the trade balance.

To what may concern the southern region, results are quantitatively unchanged,
while qualitatively they improve when the wage share is place third in the vector of
endogenous. Precisely, the impulse response of investments becomes positive and
statistically significant after the first year. These robustness checks confirm that the
southern region is wage-led, while the northern region is profit-led.

Table 3 summarizes at specific moments after the shock the results of the base-
line responses—panel (a)—to an increase of 1% of the wage share in the two
regions. For the real effective exchange rate, private non-financial sector debt and
the long-term interest rate the impulse responses are quantitatively similar to those
reported in panel (a). Furthermore, the results for the aggregate demand regime, i.e.

Table 3 Robustness: responses to a wage share increase of 1% of GDP

Shock: Wage Share Impact Effect After one year After three years After five years

a) Baseline North South North South North South North South
Wage Share / GDP 1.0 1.0 0.96 1.00 0.48 0.94 052 o088
Investments -2.00 -0.56 -4.82 -0.94 -3.33 1.25 1 -2.59 1.88
Consumption -0.33 0.06 -0.48 0.63 -0.41 1.63 1 -0.30 194 1
Trade Balance / GDP -0.67 -0.31 -0.85 -0.50 -0.74 -0.81 : -0.74 -0.94 :
Unemployment 0.11 0.00 0.67 0.13 0.82 013 _067__ _-025

b) Baseline plus Reer North South North South North South North South
Wage share / GDP 1.0 1.0 0.96 1.07 0.50 0.87 058 087
Investments -1.89 -0.47 -4.24 -0.53 -2.00 0.80 1 -2.00 033 1
Consumption -0.31 0.13 -0.35 0.80 -0.12 1.27 : -0.04 1.00 :
Trade balance / GDP -0.73 -0.33 -0.92 -0.47 -0.77 -0.47 p -0.77 -0.40
Unemployment 012 -0.60 0.58 -0.73 0.62 293 1_046_ _ _-0.12 1
Real eff. exchange rate -0.04 -0.20 0.04 -1.20 -0.42 -1.73 -0.62 -1.60

¢) Baseline plus Reer and PD North South North South North South North South
Wage share / GDP 1.0 1.0 0.89 0.93 0.35 0.87 _046__ _087_
Investments 219 033 -5.01 0.13 231 133 219 093",
Consumption -0.31 0.13 -0.42 0.93 -0.31 1.47 1 -0.15 1.40
Trade balance / GDP -0.77 -0.33 -0.92 -0.53 -0.81 -0.60 I -0.81 -0.60 !
Unemployment 015 -0.07 069  -0.20 073 | -053 | 054  -040 |
Private debt / GDP 0.89 0.60 3.08 1.47 1.81 2.20 1_208__/_267_1
Real eff. exchange rate -0.15 -0.27 0.00 -1.53 -0.35 -2.00 -0.54 -2.00

d) Baseline plus Reer, PD, Irl North South North South North South North South
Wage share / GDP 1.0 1.0 1.00 0.94 0.38 1.00 _050___L19_
Investments -2.17 -0.63 -5.00 2.13 -2.04 8.13 : -2.29 8.31 :
Consumption -0.29 -0.06 -0.38 0.38 -0.25 3.75 1 -0.08 4.06
Trade balance / GDP -0.75 -0.13 -0.96 -0.50 -0.83 -1.19 I -0.83 -1.31 1
Unemployment 0.13 -0.06 0.71 0.19 0.71 -1.31 : 0.58 -1.31 :
Private debt / GDP 0.92 1.06 2.83 2.94 121 6.88 75 _12s
Real eff. exchange rate 0.21 -0.38 0.54 -0.31 0.25 0.25 -0.17 0.81
Long-run interest rate -0.13 -0.25 -0.42 -0.75 -0.46 -0.38 -0.38 0.06

The cumulative orthogonalized impulse responses are expressed as a percentage of the underlying vari-
able, except for the long-run interest rate and unemployment rate, which are in basis points, and the wage
share, trade balance and private debt, which are shown as percentages of GDP. Confidence regions are
highlighted by the cell colour, light grey for 90% and dark grey 60%, respectively
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the wage-led hypothesis for the southern region and the profit-led hypothesis for the
northern region are confirmed. In addition, the results of the baseline model are also
quantitatively consistent with the stylized facts specified in the previous section. As
shown in Table 1, a decrease in the wage share of 4.2% of GDP in the northern
region led between 1996 and 2007 to a surplus in the trade balance of 5.5% of GDP.
According to the baseline estimates—panel (a)—a decrease in the wage share of
4.2% of GDP would increase the trade balance in the northern region by 5.9% of
GDP.%® Results for unemployment, investment and consumption are also consistent
with the stylized facts, though not as precisely as for the trade balance.

Lastly, it is important to stress that if the results vary little in the northern region
for different model specifications, i.e. the control variables neither qualitatively or
quantitatively affect the impulse responses, in the southern region the introduc-
tion of the private non-financial sector debt—panel (c)—quantitatively produces
an amplification effect compared to panel (b). Moreover, this amplification effect
is exacerbated when the private non-financial sector debt interacts with the long-
term interest rate—panel (d). It is important to note that augmenting the model with
financial controls (private debt and the interest rate) leads to a strong improvement
in statistical significance of the impulse responses in the southern region.

Although in both regions an increase in the wage share has a positive effect on
the debt level as a share of GDP, this effect is six times larger in the southern region.
Faced with a reduction in the long-term interest rate on impact, an economy with a
wage-led aggregate demand experiences strong positive spillovers. Although invest-
ments fall on impact probably due to higher labour costs, they recover within a year
due to the simultaneous fall in interest rates, easier access to debt-financing, and
increased consumption expenditure. This initial shock sets in motion a complex set
of interactions a la Minsky (1982), in which financial effects work as an amplifier of
business cycle fluctuations. In fact, if unemployment is the key variable reinforcing
the consumption pattern and hence the investment rate in a wage-led regime—as
previously described—the interaction of private debt with the interest rate directly
influences the size of investments and thus the unemployment rate. Therefore, finan-
cial variables have a stronger amplification effect in a wage-led than in a profit-led
regime.

This result provides additional evidence of the role played by private debt as
the key driver of aggregate demand (Stockhammer and Wildauer 2016) and new
insights into the relationships between debt-led and export-led economies within the
EMU (Stockhammer 2015).

3.3.2 Impulse response function analysis: intra-EA trade imbalances

The impulse response analysis of the second model is based on a 1% increase to
the growth rate of wages, and not on an increase of 1% of GDP in the wage share.

2 Throughout the paper with regard to the wage share, the words adjustment or decrease/increase substi-
tutes the econometric terminology “shock” commonly used in a VAR framework.
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Table 4 Responses to 1% wage increase

. Asif 1%
Shock: Domestic Wage (W) TImpact Effect After one year After three years After five years After 5 years
a) Baseline North South North South North South North South North South
Domestic wage 1.0 1.0 1.10 0.90 0.68 0.60 0.60 0.50 1.00 1.00
- e
Investments 091 0.40 0.37 0.60 -0.83 0.38 1 -0.71 033 11 -L19 0.67 1
Consumption 0.02 0.13 0.03 0.23 2021 0.15 | 024 0.13 | | -041 025 |
Intra net exports -0.44 -2.17 -5.91 -3.25 -1.55 -2.04 I -8.18 -1.77 1 1 -13.65 3.54 1
b) Baseline plus PD and Irl North South North South North South North South North South
Domestic wage 1.0 1.0 1.38 0.93 0.89 1.14 0.73 1.19 1.00 1.00
—— === P —— - -
Investments 0.95 0.44 0.47 0.98 -1.17 1.68 1 -0.91 179 11 -126 151
Consumption 0.02 0.09 0.11 0.40 017 072 |02 | o082 || 031 0.69 |
Intra net exports -1.15 -2.42 -5.90 -3.47 -9.02 -4.94 I -9.90 5.10 1 1 -13.64 4.29 1

The cumulative orthogonalized impulse responses are expressed in percentage of the underlying variable.
Confidence regions are highlighted by the cell colour, light grey for 90% and dark grey 60%, respectively

Table 4 shows the results of the model specification to a 1% increase in wages.”’
Moreover, in this model, the trade balance is replaced by the trade balance between
the two regions, which is defined as intra net-exports [INT_NX].

As we can see, the demand regime is unchanged. Investments and consumption
respond negatively to a wage decrease in the northern region and positively in the
southern region. Moreover, intra net-exports respond negatively in both regions. In
line with the previous results, the inclusion of private non-financial sector debt and
interest rates in the set of endogenous variables produces financial amplification
effects in the southern region. These variables have negligible effects in the northern
region. Furthermore, when adding financial controls, statistical significance of the
results strongly improves. After 5 years, all variables in both regions are statistically
significant at 90%, except consumption in the northern region, which holds signifi-
cance at 60%.

After showing the consistency of the baseline results for both model specifica-
tions, the focus now moves to the impact of wage variations on net exports between
the northern and southern region. This second part of the investigation aims to test
whether intra trade imbalances are the result of different growth models so as to
clarify their origin and causes. Moreover, the advantage of focusing on the intra
trade balance is twofold: net exports between the two regions are the outcome of
interaction between a narrower set of factors internal to the monetary union, and do
not depend directly on supply and demand factors outside the Euro Area. This gives
the model a better performance in terms of goodness of fit and therefore increases
the reliability and comparability of the results between the two regions.

A 1% wage increase in the northern region has a much stronger negative impact
on net exports to the southern region than a 1% wage increase in the southern region.
This result is qualitatively and almost quantitatively unchanged when the model
is augmented with private debt and interest rates and by taking into consideration

27 Computations are based on the impulse response estimates of the baseline model for the 5-year
period, since the wage share endogenously adjusts to the initial shock. Note that the estimates are a linear
function of the shock, therefore a change in the magnitude of the shock has no effect on the estimates of
the impulse responses.
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Table 5 Intra net exports cumulative structural responses to a 1% increase in foreign and domestic wages

. . Asif 1%
ke *

Shock: Foreign Wage (W*) Impact Effect After one year After three years After five years After five years
Panel (a) North South North  South North  South North  South North  South

Foreign wage (W*) 1.0 1.0 1.41 1.67 1.82 1.24 2.08 1.00 1.00

Intranetexports (INT_NX) 044 [ 045 | [326 324 [678 1244 [ 830 | 1399 1770.637
Shock: Domestic Wage (W) Impact Effect After one year After three years After five years After five years
Panel (b) North South North South North South North South North South

Domestic wage (W) 1.0 1.0 1.21 1.05 0.85 1.72 0.84 1.74 1.00 1.00

Intra net exports (INT_NX)  -0.03 -2.14 -6.42 -7.46 -10.89  -12.04

The cumulative structural impulse responses are expressed as a percentage of the underlying variable.
Confidence regions are highlighted by the cell colour, light grey for 90% and dark grey 60%, respectively

the relative magnitude of the wage increase—column “as if 1%’.® From this first
insight, wage restraint policies implemented in the northern region seem to be a rel-
evant factor affecting trade imbalances within the Euro Area.

Nevertheless, the baseline model (a) and the augmented baseline (b) work in iso-
lation; there is no interaction between the northern and southern region, and intra
net-exports are the result of the interplay of solely domestic variables and domes-
tic shocks. Obviously, this is not the case. In this respect, wages of the opposite
region [W*] are added to the set of endogenous variables as the most exogenous
variable—first in Cholesky ordering. This allows us to overcome an omitted vari-
able bias and to improve the overall fit of the intra net exports equation. By includ-
ing foreign wages in the model, simultaneous relationships must also be modelled.
This is achieved—as previously discussed—by imposing a set of zero restrictions on
the response of [W, I, C, ULC] to W*. This implies that an over-identified SVAR is
estimated.

Table 5 reports the results of the cumulative structural impulse responses of
intra net exports [INT_NX] to a 1% increase in foreign wages [W*}—panel (a)—and
domestic wages [Wl—panel (b). A shock to foreign wages [W*] in the ‘South col-
umn’ represents the effect of a 1% increase in northern wages on intra net exports
in the southern model. This effect should be the mirror image of a 1% increase in
domestic wages on intra net exports in the northern region.

A 1% shock to southern wages [W*] increases northern intra net-exports to the
southern region by 8.30%, while a 1% shock to northern wages increases southern
intra-net exports to the northern region by 12.54%. This result consolidates the evi-
dence shown in Table 4 for the closed economy model. Results are even stronger if
the relative size of the wage shock after 5 years is taken into consideration—column
‘as if 1%’. Moreover, the result of a foreign wage shock [W*}—panel (a)—is qualita-
tively similar to the results of a domestic wage shock [Wl—panel (b). Quantitatively,

28 Here I refer to the effects of debt and interest rate on wages. If we set the wage increase at 0.5% ‘after
5 years’ for model (b), the magnitude of the impulse responses is pretty closer to those of baseline model
(a). Therefore, the amplification effect works by pushing wages higher, which in turn has a scale effect on
the other endogenous variables in the model. It is important to keep this in mind when comparing results
among the two regions.
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Table 6 Intra exports and imports cumulative structural responses to a 1% increase in foreign and
domestic wages

. Asif 1%
. * S

Shock: Foreign Wage (W*) Impact Effect After one year After three years After five years After five yvears
Panel (a) North South North South North South North South North South

Foreign Wage (W*) 1.0 1.0 1.38 1.25 224 1.18 2.92 1.16 1.00 1.00

Intra Exports (INT_X) 074 059 0.75 0.09 296 | 014 {422 ([ 017 | {145 i[[015]

Intra Imports (INT_M) 053 [026 068 [073 [ 070 -1.94 {056, 24l 019, -2.08 |
Shock: Domestic Wage (W) Impact Effect After one year After three years After five years After five years
Panel (b) North South North South North South North South North South

Domestic Wage (W) 1.0 1.0 1.22 1.20 1.05 1.39 1.00 1.41 1.00

Intra Exports (INT_X) -0.18 1.30 080 344 293 280

Intra Imports (INT_M) -0.15 1.16 0.96 345 0.17 3.02

The cumulative structural impulse responses are expressed as a percentage of the underlying variable.
Confidence regions are highlighted by the cell colour, light grey for 90% and dark grey 60%, respectively

impulse responses to a domestic wage shock [ Wl—panel (b)—are larger due to inter-
action with domestic variables. Overall, the results show the important contribution
of wage adjustments in the northern region to the creation of trade imbalances with
the southern region. Overall, all variables are statistically significant at either 90% or
60% threshold. In "Appendix", Figs. 3 and 4 report the structural impulse response
functions for the northern and southern regions to a foreign and domestic wage
shock, respectively.

Next, the specification separating net exports into its export and import compo-
nents enables the model to capture the income and price effects of wage variations.
This specification is important in light of the recent literature which asks whether
the price or income effects of wage variations contributed most to the growing defi-
cits in the Euro Area (Ginzburg et al. 2013, p. 662).2° To be precise, the impact
of a 1% increase in foreign wages on exports reflects the income effect of stronger
foreign demand, while the impact on imports reflects the price effect of higher unit
labour costs. Vice versa, the impact of a 1% increase in domestic wages on exports
reflects the price effect of higher unit labour costs, while the impact on imports
reflects the income effects of stronger domestic demand.

Table 6, which maintains the same structure of Table 5, reports the results of
the cumulative structural impulse responses of intra exports [INT_X] and imports
[INT_M] to a 1% increase in foreign wages [W*]—panel (a)—and domestic wages
[W}—panel (b).>° Almost all variables are statistically significant at either 90% or
60% threshold. In "Appendix", Figs. 5 and 6 report the structural impulse response

2 “Whilst disentangling the composition, price and income effects lying behind the growing deficits of
the various peripheral eurozone countries would require further investigation, it seems evident that their
export base is at the moment too narrow to sustain development driven only by external demand” (Ibid.).
30 A set of zero restrictions is imposed on the response of [W, I, C, ULC] to W*.
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functions for the northern and southern regions to a foreign and domestic wage
shock, respectively.

The first important result to be noticed is that the price and income effects tend
to be stronger in relation to northern exports (southern imports), than to south-
ern exports (northern imports). More specifically, a 1% shock to southern wages
increases northern exports after 5 years by 4.22%—income effect—and decreases
northern imports by 0.56%—price effect; conversely a 1% shock to northern wages
increases southern exports by 0.17%—income effect—and decreases northern
exports by 2.41%—price effect. Regarding the latter, the estimates (panel a) of the
price effect in the northern region are corroborated by the results of panel (b), with
a relatively stronger effect after 5-years of —3.91%. These estimates are in contrast
with those of Naastepad and Storm (2015) who find that German exports are not
price elastic.’!

Contrary, the income effect seems to be only slightly significant at 60% in panel
(a), whereas in panel (b) it loses its statistical significance. These empirical esti-
mates back up Ginzburg et al. (2013)’s main argument both quantitatively and quali-
tatively, i.e., the export base in the southern region is too narrow to sustain develop-
ment driven only by external demand (2013, p. 662). This means that, even if the
northern import demand expands, exports from the southern region would benefit
only marginally.

A second important point that sheds light on the origin and persistence of intra-
trade imbalances is that wage restraint policies in the northern region played and
still play a crucial role in terms of price competition and export penetration.*> This
is the most important factor if the relative magnitude of the wage shock after 5 years
is taken into consideration. In fact, a 1% increase in northern wages in a 5-year
period—column ‘as if 1%’—reduces southern imports by 2.08%, against a 1%
increase in southern wages which increases northern exports by 1.45%. This result
is corroborated by the impulse response of the domestic wage shock shown in panel
(b). In this case, both in absolute and relative terms, a 1% shock to domestic wages
in the northern region has a stronger negative effect on northern exports than the
positive effect of an equivalent increase in domestic wages in the southern region.

Furthermore, a positive shock to foreign wages in the northern region—panel
(a)—has only a small negative price effect of —0.19% on northern imports, meaning
that cost competitiveness is not crucial for southern export performance. Neverthe-
less, as is evident from panel (b) this estimate is not consistent with the effect of
an increase in the domestic wages in the southern region. In fact, a 1% increase in
domestic wages in the southern region tends to increase—not reduce—exports to
the northern region by 2.03%. Although there are opposing effects, one interpre-
tation is that the foreign wage shock interacts only with variables in the opposite
region and is not affected by the positive spillovers that a wage shock may have on

31 Probably this is due to the difference in the sample period, which in and Storm (2015) ranges
between 1996 and 2008.

32 This effect may be more detrimental to those southern countries such as France and Ttaly, which have
an industrial base that can compete with Germany.
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domestic investment and productivity. It mainly captures the negative price effect on
domestic imports. Estimating the effect of a domestic wage shock on exports, the
model is likely to capture positive interactions between wage, aggregate demand,
investments, and productivity. This explanation and result is consistent with the
main argument of Naastepad and Storm (2015, p. 972) who underline how lower
wage growth in the southern region is reflected in lower labour productivity growth
and thus in weaker export performance.*

3.3.3 Robustness

The robustness of the results was ensured by performing a series of tests throughout
the empirical analysis. The first check was to see whether the results were sensitive
to omitted variables, therefore additional controls such as the real effective exchange
rate, private non-financial sector debt, and the long-term interest rate were included
in both specifications, as suggested by Stockhammer (2017).>* Second, evidence
was provided that results concerning the demand regimes are not sensitive to varia-
ble specification, i.e. a 1% increase to the wage share or 1% increase in wages and to
reverse Cholesky ordering when the wage share is place third and last in the vector
of endogenous variables (Table 2) and for all specifications of Table 3. This robust-
ness check also implies that results are robust when investments are considered the
most exogenous variable in the system of equations. Moreover, the effects of a wage
share increase are consistent with both the responses of the GDP components and
the unemployment rate. Third, results are robust when the model is estimated for
sub—periods.35 Fourth, results are robust to a different selection of the lag-length.
Four lags were chosen to tackle residual autocorrelations across the model specifica-
tions to avoid changing the lag-length here and there, and complicate the compa-
rability of results. Fifth, results are region-specific, and each country may respond
differently to internal and external shocks. In this analysis, it has been prioritized
the opposition of the two regions by grouping the countries according to a common
trade pattern. Wage and debt patterns are also consistent, although Portugal and Bel-
gium differ respectively in the wage share pattern—decreasing—and the debt pat-
tern—increasing. Sixth, the results on intra-EA net exports are robust when they are
estimated in isolation—solely domestic wage increases—and when foreign shocks
are added to the model. Moreover, the impulse responses do not change qualitatively
and quantitatively when estimated for the northern or the southern region. Seventh,
the results are also consistent when net exports are broken down into exports and

33 See Naastepad and Storm (2009, 2017).

3% Moreover results are robust to different Cholosky ordering of financial controls. In this regard, by
placing first interest rate (as common in the literature) and private debt as second variable in the vector
of endogenous, results do not qualitatively change. Results are quantitatively similar to those reported in
Table 3. Results are available upon request.

35 The first sub-period is from Q1-1999 to Q4-2016, and the second sub-period from Q1-1996 to
Q-2008. Impulse responses do not change remarkably from the full period when estimated for both sub-
periods.
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imports.36 The conclusion is that the results are robust to the time dimension, vari-
able selection, model specification, region estimation, and in particular, they do not
seem to be due to omitted variables or specific proxies.

4 Policy implications

These empirical findings show some similarities and differences to the existing
literature, although comparability is limited due to remarkable differences in the
empirical methodology, sample selection, model specification, and country aggre-
gation.” Keeping in mind these differences, Naastepad and Storm (2006) found
wage-led demand regimes in all European countries, while Ederer and Stockham-
mer (2007) among others, found consistently with this sample splitting, Austria
and the Netherlands to follow a profit-led demand regime, and France to be in a
wage-led stance. However, contrary to the findings of this paper, Germany follows
a wage-led demand regime. If on the one hand, the empirical findings of this paper
for wage-led economies are in line with the literature, this is not always true for all
countries belonging to the norther region. As already discussed, differences in the
approach are remarkable, but among these differences, the sample of analysis is the
most relevant. In fact, as pointed out in the section stylized facts, Table 1 and Fig. 1
show that not considering (as it is the case in previous studies) the post-crisis per-
sistence of German trade surplus within and outside the Euro Area, may likely lead
to biased estimates for this country. The importance of net exports in driving the
overall regime of a country is undisputable, and this is precisely where this paper
aims to contribute.

The analysis has revealed that the Euro Area, albeit with a wage-led demand
regime as a whole (Ederer et al. 2009; Onaran and Obst 2016), can be divided into
two regions with clearly different wage, trade, and debt patterns. The specific pat-
terns of each region proved to be the result of two opposing demand regimes: the
wage-led southern region and profit-led northern region. Although, as documented
by Belke et al. (2010) structural reforms overall tend to improve Intra-Euro Area
current accounts as evident for Germany and the northern region, wage restraint
policies, via the domestic-demand channel, may be also self-defeating if applied
to a demand-led southern region. Structural reforms aimed at restoring price com-
petitiveness through wage moderation or neoliberal policies in wage-led regime

3 Although the price effect of higher domestic wages on southern exports is positive when estimated
on the southern region and negative when estimated on the northern region as foreign wages, a possible
explanation is provided.

37 In this paper it has been preferred to deploy a VAR methodology instead of the single equation
approach common in the literature. Next, this paper covers more than 20-years of observations from
q1-1996 to q4-2016, while most of the previous papers arrived up to the financial crisis (2008). The
model specification includes financial controls such as private debt and the long-term interest rate (never
used previously in the literature), which are strongly significant and produce amplification effects espe-
cially in a wage-based economy. Last, the country aggregation splits the Euro Area into two opposing
blocks, while all previous studies focused on single countries or on the Euro Area as a whole.
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countries may produce a painful internal devaluation, which tends to reinforce
divergence, and increase deflationary pressures. In this macroeconomic context, “a
current account deficit can look like a major asymmetric shock™ (Obstfeld 2012, p.
17).

On the one hand, the analysis shows that this major asymmetric shock endog-
enously and silently developed within the Euro Area, has created trade imbalances
and in turn an accumulation of debt for more than a decade. On the other hand, it
has also been shown how the northern intra-EA trade balance was forced out of bal-
ance vis-a-vis the southern region, reaching a surplus of 4.2% of GDP in 2007. The
exogenous wage adjustments in the northern region may be interpreted as Kaldor’s
initial advantage.® The structural change took place at the inception of the Euro
Area, when the northern economies started to adjust their wage share downwards.
In the context of the monetary union, the southern and northern regions faced a
sharp asymmetric shock to their level of relative prices and wages. The cumulative
results of price and income effects are reflected in the trade balance between the
two regions. Intra-EA trade imbalances have become a chronic feature of the mon-
etary union to the point of being perceived as the result of the normal functioning of
efficient markets: the optimum allocation of capital and production of goods. Capi-
tal flows, the illusory and temporary convergence in interest rates, and easy credit
from the banking system gave the system apparent stability and prosperity (Borio
and Disyiatat 2015). Nevertheless, what guaranteed stability at first, later became
the source of fragility. Debt-overhang became the major source of economic and
financial instability, not because of the 2008 Financial Crisis, but due to negative
spillovers between the sovereign, banking and economic systems, which impair
and constrain current and future growth (Shambaugh 2012). Thus, path depend-
ency is the outcome of a cumulative process, in which current and future output
is pre-determined by the initial conditions. Current deflationary forces haven’t sub-
stantially reduced southern import-dependency on northern countries, nor increased
southern exports to the northern region. The clear outcome is a polarisation process
in terms of trade flows, industrial production, growth rates, unemployment and the
ability of a country to respond to shocks, which reflects the divergence between the
two regions in their productive base (Ginzburg et al. 2013; Naastepad and Storm
2015).

The tragedy of the Euro Area consists in the lack of countercyclical tools at the
national and supranational level able to tackle the endogenous source of instability.
In the absence of fiscal transfers from surplus to deficit regions, the macro-mecha-
nism of the Euro Area is naturally flawed and trapped into a divergent and politically
self-destructive trajectory. By referring to Myrdal’s cumulative causation theory,
Blankemburg et al. (2013, p. 466) emphasize that dynamic elements of trade trigger
backwash and spread effects, resulting in uneven economic development. Empirical

38 This empirical research does not aim at quantifying the contribution brought by increasing returns to
scale to the accumulation of intra-EA trade imbalances. They are here highlighted as a potential source
of the persistence in intra-EA trade imbalances given the large share of manufacturing goods in the trad-
ing basket. Further empirical researches are necessary to shed light on this aspect.
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analysis tries to quantify the negative effects of uncoordinated wage policy on trade
relationships within the Euro Area, and explains how unemployment and the level
of debt are both an outcome and an amplifying factor of the initial shock, ultimately
creating winners and losers from trade.

In this regard, it is important to stress that, as already argued by Ginzburg et al.
(2013), the economies of the southern region are very different between and within
themselves, and therefore they would require different supportive policies, incen-
tive structures and institutional arrangements in order to break this path-dependent
process. Nonetheless, if country and industry-specific policies are important tools
able to address some of these negative externalities, there is a clear necessity of
tackling this issue in its macroeconomic dimension. It is on this latter work stream
that the paper wants to contribute by providing and strengthening few key policy
recommendations.

Many authors have expressed their scepticism regarding the capability of the EA
and wide EU institutional framework in reforming itself to cope with these rising
challenges (Grahl and Teague 2013). The political will is little and engaging with
this complexity seems to be necessary but at the same time requires a common view
of the causes, which seems far to be reached, and a common ground of political con-
sensus (North 2016). The latter is further destabilized by the evidence brought by
this paper, i.e., the two core regions of the Euro Area—northern and southern coun-
tries—by experiencing two opposing demand-regimes and growth strategies, and
different phases of the business cycle, face different economic interests and political
priorities (Bibow 2013). In this regard, it is paramount to recall the actual reasons
that induced EA countries to join the common currency. These reasons are clearly
stated in the Treaty of Maastricht, so as in the incipit of this paper.

If on the one hand, the prevailing doctrine of austerity in the fiscal domain and
the continued uncertainty in the process of policy coordination may not bode well
for chances of substantial institutional and economic reforms in the Eurozone (Pan-
ico and Puricato 2013), according to Boyer (2013), a more democratic reconfigura-
tion of national and central policy processes within the EMU may be still on the
cards. On this line, this paper also agrees with Grahl and Teague (2013) ‘s solidarity
principle, that is, a fresh and ambitious approach to social policy is essential for a
successful resolution of the crisis, both in socio-economic as well as political terms.
According to these common points, it is here provided a hybrid solution which may
combine the interests of both regions so as to set a mechanism of incentives which
acts counter-cyclically to Myrdal’s cumulative and causation forces without needing
a fully-fledge fiscal union in place.

In this respect, it seems clear that wage coordination should become a macro-
economic priority within a monetary union with fiscal and political independence
(Stockhammer 2008, 2011a; Laski and Podkaminer 2012; Onaran and Obst 2016).
Furthermore, wage coordination by indexing wage growth to productivity growth
may act as an automatic-countercyclical policy tool so that countries experiencing a
boom may play the role of pullers by stimulating aggregate demand and aggregate
exports from neighbour countries (Stockhammer 2007; Toporowski 2013). A supra-
national European institution in charge of supervising and coordinating the Euro
Area macroeconomic strategy would be useful to prevent national policies, taken in
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aggregate, destabilizing the objective of the single currency: trade integration and
economic convergence. In order to reach these two objectives however, policymak-
ers need to tackle the current divergence in a coordinated manner. From this per-
spective, wage coordination is just one ingredient in the policy mix, whose priority
is to restore a process of convergence within the Euro Area. Because trade asym-
metries are the outcome of a polarisation process between the southern and north-
ern regions, and unemployment differentials are the outcome of an investment gap,
these factors being mutually reinforcing, the practical task is to rebalance the pro-
ductive base. Moreover, since convergence cannot be achieved through endogenous
forces, which tend to preserve the specialisation pattern, exogenous forces—an ad-
hoc investment package—are needed to shock the current state of the system. The
Stability and Growth pact does not give the necessary fiscal flexibility to counteract
a debt-deflation process, and a deterioration of the fiscal stance may foster financial
speculation over sovereign default, exacerbating recession due to growing uncer-
tainty and a weakened fiscal position. Overall, the institutional design of the EMU
plays a key role in exacerbating pro-cyclical outcomes, leaving each individual
country with the task of implementing policies to restore convergence, without full
flexibility. Moreover, political independence includes fiscal independence, so fiscal
transfers can only be achieved on the basis of a political union.

Therefore, this paper proposes a transfer mechanism based on intra-EA trade, in
order to overcome the political impasse and provide automatic countercyclical sta-
bilisers within the EMU. In this respect, this mechanism should be able to relax
fiscal policy constraints and provide an alternative to the austerity rules and defla-
tionary prescriptions of the Berlin—Washington Consensus (Fitoussi and Saraceno
2013). The mechanism should track trade imbalances among EA member states, so
that surplus countries contribute to building up a European fund for countercycli-
cal investments. The mechanism should work as follows: each deficit country draws
from the fund according to their deficit quota, incentivizing local public and private
investments, which in turn attract foreign capital. This mechanism increases long-
term productivity in deficit countries by rebuilding the productive base, necessary
to rebalance trade asymmetries as well as for sustainable and inclusive convergence.
This countercyclical investment package should act as supply side policy, while
wage coordination plays the complementary role of demand side policy, in order to
guarantee a rising level of consumption and imports in the EMU. Strategically, the
fund can be integrated into the scope of the European Investment Bank to avoid the
mismanagement of funds by local government. This proposal expands further the
suggestion of Arestis et al. (2001) and Sawyer (2013) by giving a precise countercy-
clical role to the EIB, which should seek to smooth asymmetric shocks and reduce
persistent trade differentials through an active European industrial policy (Mazzu-
cato 2013; Ginzburg et al. 2013; Naastepad and Storm 2015). The virtues of this
mechanism comprise the following features: (1) Flexible: it overcomes the loss in
flexibility due to the lack of a national exchange rate system. (2) Attractive: it cre-
ates new incentives to join the monetary union for countries in the common mar-
ket; (3) Countercyclical: it assures a direct (in the country of origin) countercyclical
industrial policy at the Euro Area level—the macro stabilisers needed in a monetary
union with political and fiscal autonomy; (4) Fair: the countries that benefit most
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from EA trade need to contribute to the EA fund, while those that contribute most
in terms of import demand should be rewarded; (5) Inclusive: sooner or later, each
member state will be in surplus or deficit and hence he will be a net contributor or
net receiver. Moreover, the fund would be of the on—off type, since a parity of the
trade balance does not involve any transfer.

5 Conclusion

The original set-up of the Euro is the beginning, not the end, of a journey. The
objectives were enshrined in article G2 of the Treaty of Maastricht. Those princi-
ples are the only reason the Euro Area exists. And we should refrain from confus-
ing the rules adopted to implement those principles with the objectives themselves.
Monetary and fiscal rules are not objectives per se, but are means to achieve agreed
targets. The rules and current institutional set-up have not led to the desired results,
and therefore require rethinking. The institutional set-up needs to be updated and
adapted pragmatically to the unexpected challenges of the common currency. Insti-
tutional change is a cumulative process, requiring learning from experience before
moving forward. The original flaw in the Euro Area—a monetary union with fiscal
and political autonomy—has produced asymmetric benefits, which now reinforce
inward-looking policies and the political and economic self-interest of the win-
ners. As Obsfeld says (2012, p. 1) “Policies motivated by purely national advan-
tage may well be counterproductive if widely undertaken, which is why countries
have sought to coordinate their trade and sometimes macroeconomic and financial
policies”. From this perspective, the true risk for the Euro Area is that by confus-
ing a short-run remedy with the solution, a vicious circle may subvert the long-term
path agreed. The suggestions put forward in this paper seek to tackle the problem of
asymmetric gains from intra-EA trade between members. This is only one aspect of
the flawed Euro Area architecture; many other problems need to be addressed. The
principal motivation for the creation of the Euro was to foster ‘Pareto-efficient’ gains
from trade. The analysis shows that due to concurrent asymmetric shocks the com-
mon currency has produced asymmetric benefits lasting almost two decades. This
mechanism has determined path dependency, and the lack of a mechanism able to
cope with diverging forces has left countries without proper tools to combat a mas-
sive and vicious mechanism. Monetary union first and foremost implies social cohe-
sion and solidarity among member states, as well as a humane economy as the first
step towards a humane society.

Appendix

See Tables 7, 8 and Figs. 3,4, 5 and 6.
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Table 8 Model specifications and LM tests

MODEL Northern Region Southern Region
—_—— Lag LR FPE AlIC HQIC SBIC LM Test Selection LR FPE AlIC HQIC SBIC LM Test Selection
;_Tablc P -: 1 201.6  22E-20* -31.06 -30.52* -29.71*  0.181 / 179.73  5.6e-22* -34.75 -3421* -33.40*  0.122 /
| o2 40.5 2.6E-20 -30.94 -30.103 -28.84 0.267 / 3773 6.60E-22 -34.60 -33.76  -32.50 0.087 /
: Panel (a) : 3 4824 270E-20 -30.92 -29.78  -28.07 0.324 / 53.13 6.50E-22 -34.64 -33.50 -31.79 0.262 /
L___J1 4 59.29% 2.50E-20 -31.07* -29.60 -27.44 0.247 4 51.506* 6.70E-22 -34.76* -3322  -31.06 0.140 4
_____ Lag LR FPE AIC HQIC SBIC LM Test Selection LR FPE AIC HQIC SBIC LM Test Selection
: Table 2 : 1 22623 24e-24* -37.37* -36.65% -3557*  0.351 / 21237 3.4e-26% -41.613 -40.89* -39.81* 0211
| I 2 48.643 3.3E-24 -37.07 -35919 -34.19 0.306 / 7327 3.50E-26 -41.63  -4048  -38.75 0.211 /
| Panel (b 13 65.322 3.80E-24 -36.99 -3540  -33.03 0.728 / 60.43  430E-26 -4148 -3990 -37.52 0318 /
|_ —— _' 4 82.452% 3.70E-24 -37.121 -35.10  -32.08 0.652 4 95.859* 3.50E-26 -41.78* -39.766 -36.75 0.388 4
R Lag LR FPE AIC HQIC SBIC LM Test Selection LR FPE AIC HQIC SBIC LM Test Selection
:_Table 2 -: 1 26312 2.2e-24* -34.62* -33.77* -32.51*  0.131 / 269.75 29E-26 -38942 -38.01* -36.61* 0.682
| 2 89.976 2.5E-24 -3452  -33.08  -30.92 0.128 / 110.81  2.6e-26% -39.11 -37.58  -35.30 0.703 /
: Panel (c) : 3 84.336 3.30E-24 -3434  -32.31 -29.27 0.226 / 91.031 3.20E-26 -39.02 -36.90 -33.73 0917 /
L——_a1 4 104.87* 3.60E-24 -34.432 -31.81 -27.88 0.127 4 109.51*% 3.30E-26 -39.16* -36.45 -32.40 0.186 4
_____ Lag LR FPE AIC HQIC SBIC LM Test Selection LR FPE AIC HQIC SBIC LM Test Selection
| Table 2 LI 29453 1.7e-25* -3436  -33.19* -31.46* 0.136 / 297.95 24e-27* -38.61 -37.44* -3571*  0.601 /
: : 2 115.19 2.1E-25 -3419 -3226 -29.36 0.164 / 130.99 2.50E-27 -38.65 -36.71 -33.81 0.161 /
| Panel (d) 13 96.366 3.80E-25 -33.79  -31.08  -27.02 0.480 / 121.69 3.20E-27 -38.57 -3586 -31.80 0.326 /
L___1 4 168.9% 320E-25 -34.4* -30.83 -25.61 0.339 4 174.85% 2.50E-27 -39.1661* -35.68  -30.46 0.546 4
R Lag LR FPE AIC HQIC SBIC LM Test Selection LR FPE AIC HQIC SBIC LM Test Selection
IrTable 3 -: 1 140.85 6.00E-20 -30.07 -29.59* -28.87*  0.197 / 17431 49E-21 -32.58 -32.10* -31.38% 0.872
2 70.497 4.7E-20 -30.33 -29.547 -28.38 0.566 / 55276 4.60E-21 -32.65 -31.87  -30.70 0.827 /
: Panel (a) : 3 40.187 5.50E-20 -30.20 -29.12  -27.50 0.387 / 82.055 3.2e-21* -33.06 -31.97 -30.36 0.280 /
s 4 84.331% 3.7e-20% -30.64* -2926  -27.19 0.143 4 53.509* 3.20E-21 -33.09* -31.72  -29.65 0.470 4
—— Lag LR FPE AIC HQIC SBIC LM Test Selection LR FPE AIC HQIC SBIC LM Test Selection
;_Tablc 3 -: 1 22995 1.4e-25 -3740 -36.47* -35.08* 0.246 / 249.13 19E-26 -39.36 -38.52*% -37.25%  0.676 /
| o2 13228 9.2e-26% -37.84* -36.319 -34.04 0.076 / 12327 1.40E-26 -39.69  -3825  -36.09 0.468 /
: Panel (b) : 3 60.654 1.60E-25 -37.36  -3525  -32.08 0.880 / 12581 l.le-26* -40.05  -38.01 -34.97 0.631 /
4 130.86* 1.30E-25 -37.786 -35.08  -31.02 0.214 4 108.12*% 1.20E-26 -40.176* -37.55  -33.62 0.088 4

Lag LR FPE AIC HQIC SBIC LM Test Selection LR FPE AIC HQIC  SBIC LM Test Selection

! [ 166.99 2.4e-24 -3738 -36.74* -3576* 0211 / 229.62 39E-25 -39.173 -38.525 -37.55*%  0.638 /
: Table 4 : 2 85487 2E-24  -37.56 -36.474 -3486  0.280 / 1223 2.10E-25 -39.81 -38.73* -37.11  0.287 /
| 13 53213 270E-24 -3732  -3580 -33.54 0410 / 93327 1.70E-25 -40.08 -3857 -36.30 0410 /
| I 4 127.93% 1.5e-24* -38.03* -36.08 -33.17  0.140 4 80.041* 1.7e-25% -40.18* -3824  -3532  0.636 4

Lag LR FPE AIC HQIC SBIC LM Test Selection LR FPE AIC HQIC  SBIC LM Test Selection

| ' 216.65 1.20E-28 -44.40 -43.56* -4230*  0.133 / 24743 1.9E-29 -46.256 -45.331* -43.9468* 0.368 /
| Table 5 2 88.184 1.5E-28 -4428 -42.847 -40.71 0.257 / 129.16  1.4e-29* -46.65 -45.14 4287 0.351 /
: : 3 72.965 220E-28 -43.96 -41.94 -3892  0.527 / 99.314 1.50E-29 -46.67 -44.56 -4142  0.125 /
L——_1 4 164.44% 1.1e-28* -44.80* -42.19 -3829  0.118 4 114.49* 1.50E-29 -46.876* -44.18  -40.16  0.673 4

LR: sequential modified likelihood ratio statistic, Final Prediction Error (FPE), Akaike (AIC), Schwarz
(SC) and Hannan and Quinn (HQ) criteria, LM: Lagrange multiplier tests
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Fig. 3 Structural impulse responses to one standard deviation foreign wage shock (W*)—Table 5. Note:
The structural impulse responses are expressed as a percentage of the underlying variable. Confidence
regions are highlighted by the cell colour, light grey for 90% and dark grey 60%, respectively
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Fig.4 Structural impulse responses to one standard deviation domestic wage shock (W)—Table 5 Intra
Euro Area trade balance. Note: The structural impulse responses are expressed as a percentage of the
underlying variable. Confidence regions are highlighted by the cell colour, light grey for 90% and dark
grey 60%, respectively
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Fig.5 Structural impulse responses to one standard deviation foreign wage shock (W*)—Table 6 Intra
Euro Area trade balance breakdown. Note: The structural impulse responses are expressed as a percent-
age of the underlying variable. Confidence regions are highlighted by the cell colour, light grey for 90%

and dark grey 60%, respectively
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Fig. 6 Structural impulse responses to one standard deviation domestic wage shock (W)—Table 6 Intra
Euro Area trade balance breakdown. Note: The structural impulse responses are expressed as a percent-
age of the underlying variable. Confidence regions are highlighted by the cell colour, light grey for 90%
and dark grey 60%, respectively
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